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Impacts

Reduced Service Quality

Reduced Ability to Provide Service to all
Customers

No Incentive To Invest in Networks
Eliminated Jobs

Slower Deployment of New Services
Increased Cost of Capital
Weakened Equipment Suppliers

21
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Next Steps

e Current regulatory regime regarding UNE-P
and pricing is unsustainable

e Turmoil in industry calls for quick and decisive
action |

* As long as we have carrier of last resort
obligations, prices must be set to recover our

costs

 There are many ways to solve this problem, but
time is extremely short. Whatever direction
the FCC moves, it must be effective in a very
short period of time
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$BC Communications, Inc.

Augus' 20 2002

SBC - In the UNE-p Wheelhoyse

SBC has lost more retail lines to UNE-P than any other Bell at 345 million. including 692.000 in the second quarter alone
The 692.000 UNE-P lines equate 1o 1.27% of SBC's 4.8 million total retail access lines at the end of the first quarter while
the imbedded base equates to 3.9% of the company s total swiched lines (including wholesales. In the second quarter. SBC
added 494.000 residential UNE-P lines. represenung more than 51% of the 10ss in the retail residential line base. Second hine
losses accounted for another 26% of rewail residential line losses while management suggested seasonality contributed the bulk

of the remainder

Table 1: Access Lines Statistics for SBC (000s)

1Q01 2Q01 3001 4001 1Qo2 2Q02
Total access ings £ ohe 6C 578 §C 230 50532 3603 58255
% growth -2 5% Bl A0 -4 7% -5 0% 47
Net Adds 1€ B7¢ -4E 598 -496 781
UNE-P “a7z 176 2158 2403 278! 3453
Net Adds 36° 387 3o¢ 244 358 692
% of total lines £2% PR TN 9 B% 40% 4 7% 50%
Retail residential lines 35878 35255 34948 34 B8 34120 33 168
%o growth 2 6% 5 7% 3 8% £ 3% -4 9% £ 0%
Net Adds 200 -822 -3c¢ 478 -38¢ -961
Residentiat UNE-P 75 o2 B o 52 €56
Net Adds -€ 24 -3 3 7t 454
% 0f res lines los! -30% doe, -1 8% CE% 1780 51 4%,

Source UBS Warours 1L estmazes

We believe SBC has the most attractive region for UNE-P providers. The average monthly bill for local service is among
the highest while its UNE-P rates are the lowest. making 1t relatively easy for competitors 1o earn decent margins. This is
especially wue in the Amerntech region. Ameritech and California also have a large number of dense urban areas with very low
loop rates thar provide ample feeding ground for resellers

Based on our analysis. SBC also takes the hardest hit for each retail line Jost to UNE-P competitors. We ostimate that the
company loses approstmately $19.76 in net revenue pey line per month for cach 1ctail line lost to competiters. This compares
10 S17.89 tor Verizon. $18.29 for BellSouth and $14 73 for Qwest In the Ameritech region. where the company 18 under tull-
scale attack. the company loses appreximately $21.72 per hine per month in net resenue. The EBITDA impact is also most
severe at SBO. We believe the company generates over $13.33 1n EBITDA per rewnd residennal hine per month but loses
roughly $3 31 in EBITDA per month on lines converted 1o wholesate via UNE-P SBC s the only Bell 10 generate more than
S1 00 of neganve EBITDA per month on its wholesale line base Thus the nezamve EBITIDA swing from retail 10 whotesale 1s
more than S17.00 per line per month. also the largest for the Bells with the ather three w the -312 w0 -Slo range In the
Ameritech region. this figure is approximately -$19 00 pd¥ line

Line losses to UNE-P have shifted from the business to the residential market. In the second quarter. UNE-P 100k 494.000
residential hines and just 117.000 business hnes. down from 393.000 business hines 1 the first quarter. Michigan was hil
hardest with 184.000 hines converted from reta) w0 wholesale in the state during the second quarter AT&T, which began
marketing in January 2002, claims to have garnered 6% residential market share in Michigan six months. Texas has
sens the largest total Iine foss 10 date from UNE-P with over .37 million wholesale lines tboth UNE-P and TSR in the state
Whoiesale net adds have slowed dramatically in Texas. however. as AT&T has pulled back on 1ts marketing efiorts due to
relunvely low discounts avaiable )
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5BC Communications, Ine¢. August 20 2002

We expect line loss to continue to ramp up in SBC territory in the second half of 2002 and believe the company will lose
approximately 1 million retail lines to UNE-P in the third quarter. We believe that roughly half of the lne loss n the
second quarter occurred in the month of June. Considering the sieep growth within the second quarter and AT&T s entny into
the Chio and Ilinois markets in mid-June and the California market in early August. our numbers could prove conservative
With another 1.2 million UNE-P line projected for the fourth quarter. we ROW expect residential line loss of 1% and 12.6%
the third and fourth quarter. respectively. This also suggests that by year end. 10% of total switched access hines will be UNE-
P Agamn. we note that our analvsis sug-ges:s that wholesale Lines generate negamve EBITDA on a weighted average basis. In

-

2003 we expect the company to lose 3.4} million hnes. up from 3 25 million for all of 2002.

Much depends on the company's ability to secure long distance approval in California in the near term. which should
dampen ibut by no means eliminate) line loss while helping to offset much of the revenue foss. stmilar to the resulis in 271-
approved Southwesiern Bell states. The Adminmistrative Law Judge (ALJ) in Califom_ia has approved the company’'s
apphcation and the full public utlity commission 10 ts expected 10 vote on Seplember 19%, a short delay from the recently
proposed date of August 22™. A positive outcome tor the Bell could enable SBC 10 begin marketing interLATA services in
California in late December. Ameritech is a different story however. as we do not expect the company to receive approval for

long distance in these states until the second half of 2003.

Estimates and valuation

Based on changes to our model resulting from this analysis. we are reducing our 2003 EPS estimate to $2.25 from our previous
estimate of $2.36. while maintaining our 2002 EPS esumate at $2.31. This wransiates to a 2.3% decline in EPS 1n 2003 versus
our previous estimate for 2.1 growth. It compares unfavorably with the 1 8% EPS decline we conunue to expect for 2002,

We now expect total proportionate revenues to decline by 1.3% n 2003 following the 3.9% decline in 2002, Our previous
estimate was suggesting a 1.1% growth in revenues. We now expect EBITDA to decline by 1.9% versus our previous

assumpuion for 2 0.5% growth in 2003.

SBC 1s cuirently trading at roughly 13.3x our new.estimates for 2003 Given that we do not expect the company 10 generate
enough growth to reach iis 2001 EPS of $2.35 until 2006. we believe 1t will be difficult for the company to outperform the
market at these levels. In calculating our new 12-month price 1arget of S30 per share. we conducted a discounted cash {low
analvsis. emploving a 7% discount rate. & terminal value that assumes 2 5% perpetuity growth and a 20% private market

discount.

Table 2: Changes to SBC Estimates (SMM)

2002 2003 % growth
Old New $change % Change Old New S$change % Change Olc New
Wire ine Ravenue 3E768 3880 -187 BULEN el R N 17 ©a02 36% £.3% 2
Totai Sevenge 52572 52205 -167 0.3% 52837 E13535 *40E 7B ©E T 3%
£370 20577 2357 -20 015 20 4T PG 058 52° Z4% 0.5% -1 8%
Netingome T72e 7715 13 025 v BN T A6z ks b 1% 33
=P3 s 3231 ($0.00 -02% 8058 §r 2 {80 - -4 e 2% -2 3%

Source D BS Warbure LLC esumates

Statement of Risk

Risks include management’s ability 10 execute. potential adverse changes in regulation. changes in technology. the effects of a
weak economy. mcreasing competition and a large degree of operaung everage

3 UBS Warbug LLC
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SBC Communications. Inc. Aygus: 22 2002

Global rating definitions and allocation

%, of companies under °c for which I8 services

Rating Definition coverage with this rating have been providec
Swong Buy Greater than 20%, excess return petential: high degree of configence 12% 53
Buy Positive excess return potential 38% 387
alills Low excess return potential; low degree of confidence 44% 26%
Reduce  Negative excess return potential 4 22%

Greater than 20% negative excess feturn potential high degree of 1e, 112,

Sell
confidence

Txcess ralurn: Target price . current price — 1 - gross dividend yield ~ 12-month interest rate. The 12- month interest rate used s that of the
company s country of incorporation, in the same currency as the predicted return.

*Investment banking services inciude, but are not restricted to, acting as manager/co-manager in the underwriting or placement of securities
(within the past three years), acting as tinancial advisor, and’or providing corporate finance or capital-markets-related services to & company
or one of its affiliates or subsidianes {within the past 12 months).

Source: UBS AG. ts subsidianies ang affiliates: as of 30 June 20C2.

2 UBS AG. s atiliates or subsidiaries has acted as managet/co-manager in the underwriting or placement of securities of this company or
cne of its affiliates within the past three years.

37. Within the past 12 months, UBS AG. its affiiates or subsidiaries has received compensation for investment banking services from this
company.

80. SBSVAG. its afiliates or subsidiaries expect to receive or intend to seek compensation for investmen: tanking services from this
company within the next three months.

Uniess otherwise indicated. please refer to the Valuation and Risk sections contained within the body of this report.
For a complete set of aisclosure statements assogated with the companies discussed in this report, including fgrmation on vaiuation and
risk. please contact UBS Warpurg LLC. 1285 Avenue of Americas. New York, New York, 10019, Attenticn: Publisning Administration,

UBS Warburg LLC, 1285 Avenue of the Americas, New York, NY 10019 Phone: +1-212-713-2000

This matend’ has Deen prepares Dy UBS AG of an affliate Inereol ("UBS i acting Infougr fs business group JBS Wamurg N has ne regard 1o Ine spechic investment obiectives Tinancial siyaton or paricuiar
neecs of any specic TBCiDent No representation or warramy erher expréss of wTed 5 provided in refation 1o the accuracy compieleness of reiability of 1ne information contaihed naren This repon & published
aoie s for 1 OrMalional Durposes and 1s not 1o be construad as a splichation of ar oher 10 buv 7 Seil any secunties o' reiated Ninanciai instrurments  Opinions axXpressed heren are subject 1& change withow nolicé and
ma, dilie- or De conliafy K OpmONs BXBressed Dy ofher business areas o° groups of UBS as & resuml ¢f using diflerent assumplions ang crmena UBS 1§ under no obigahor: It Upaate of keep the informalion current
The secuTies 08SCRDE herein may not be engible Tor Sale In ati unsdictions or 10 cenair categones of mvestors UBS and of A5 directors oflicers and emplovess of CIBnIS may fake DOSTIONS in and may make
Dyfcnases anor sales as pangipal or agen: or UBS may Bt @5 markel-maker i the secunbies or related tinanciai msiruments discussed nerein  UBS mav provige invesiment banking and oINet services 10 and o
serve 3s crreciors of the companies referred 1o inmis report UBS s related entities directors empiovees ang agenls accept no labirty lor any iess or damage of any king ansing out n-l the use of thes repoit. Uniied
Kingaom ana test of Europe Except as gtherwise spectied berem. this matena 15 communicaled by UBS Warburg Lia . a suosidiary of UBS AG 16 Dersons wno are markel counterparties of Intermediate cuslomers
ias cetaied in the FSA Rutest and 1s only availabie to such persons  The intormation conlained hermn does not apply 10. and should not be reiec upan by prvate cusiomers Ths report &5 being distnbuted in
Swnze(lanro by UBS AG 1o -nsMulional inveslors onty  This report 1s being distributed 1o US persons by either UBS Warburg LLC or UBS PaineWebbet Inc  subsidianes of UBS AG. or by a group, Subtiiary of affihste
of UBS AG. that & not registerad as a US broker-aealer {(a “not-US aftwate’: 1o magor US insttutional investors ont, UBS Warburg LLC or UBS PameWeboe: Inc accepts responsiilty lor the content of a repon
trepared by another ron-uUS affilate when dstibuted to US persons by UBS Warburg LLC or UBS PaineWebbes Inc. This report 15 being distrbuted by UBS Bunting Warburg Inc. 2 subskdiary of UBS AG and a
memper of the principal Canadian stock exchanges & CIPF. This report 1s being distrbuted i Hong Kong by UBS Warburg tAsia) Limted This repon s bemng distrbuted in Singapore by UBS Wartiyrg Pis Lid Ths
raport 1s being disirbuted n Austraia by UBS Wamung Australia L td and UBS Warburg Austrana Equiies Lid icensed secumes deasrs Additional information will be made available WUpOn reques]

© 2002 JBS AG Alinghts reserved Tris repor may not be reproduced or disinbuted m any manner without the permission of UBS

4 UBS Warburg LLT
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UNE-P Economics: Downgrading the Bells

¢ Downgrading BellSouth , SBC and Verizon to Hold from Buy

— Analysis of UNE-P economics suggests pressure on profitability for the Belis

—  We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth
(Street estimates are for 2-5% growth ).

— We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth
‘ '

¢ Lowering Price Targets

— New price targets based on our reduced FCF estimates in our DCF analyses:
- BellSouth: $26 {previously $28};
- SBC: $30 (previously $36);
- Verizon: $34 (previously $50)
+ We Expect Market Performance Over the Next 12 Months

— Attractive dividend yields should limit downside

John Hodulik, CFA

YO RN oy
‘%ﬁ UBSWarburg (212) 713-4226, john hodulik@ubsw.com




UNE-P Economics : Changes to Estimales

BeliSouth
2002 2003 % growth
Oid New §change % Change Old New $change % Change Old New
Wireline Revenue 18429 182172 -109 6% 18,731 17,993 -738 39% 1.7% 7%
Total Revenue 29009 28,900 -109 0.4% 29582 28,842 740 2 5% 20% 02%
EBITDA 12.837 12784 53 -0.4% 13120 12,761 -359 2 7% 22% 02%
Net Income 4035 3924 AN 2.7% 4217 383 -380 90% 45% -2 2%
EPS $214 3200 ($005) 2.3% $218 1 $202;  (3016) -7 3% oee T 3% ]
. R R
SBC
2002 ' 2003 % growth
Qid New $change % Change Old New $change % Change Old New
Wiretine Revenue  38.768 38601 167 04% 36,884 37482 1402 -36% 03% 29%
Total Revenus 52372 52205 167 0 3% 52937 51535 1402 2 6% 11% 13%
EBITDA 21377 21387 20 -0.1% 21479 20,958 521 -2 4% 0.5% 19%
Nel Income 7,728 715 13 02% 7.811 ‘,_7.462 -349 -4 5% 1% 3%
EPS $2311 2 ($0 00 0 2% §236 132255 {3017) 4 5% I 2% 23%
X Verizon
: 2002 2003 % growth
_». - Old New $change % Change Old New  $change % Change Oid New
' Wirgline Revenue 40912 40,897 -15 0.0% 39655 39136 519 A% 31% -4 3%
} Tatal Revenue 66.737 66722 -15 00% 67.092 66575 518 -0 8% 05% 02%
EBITDA 29048 28772 277 10% 28836 28160 -676 2 3% 0 7% 21%
Nel Income 8332 B350 -182 22% 8587 8130 -457 -5 3% 3% 6.2%
EPS $305 $298  (3007) 2 2% $312 ($296) (3G 16) 5 1% 2 3% 7% 3
o6 UBS Warbure .
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UNE-P Economics: Glossary

4 Unbundled Network Elements (UNE)

— The individual parts of the local telephone network (7 elements including: local
loop, switches, transport and OSS) that ILECs are required to “unbundle” and
lease out to CLECs. Competitors can lease out one or all of the available UNEs to
prpvide service. |

¢ Unbundled Network Element-Platform (UNE-P)

— Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset
deployment.

¢ Retail Lines
— Access lines sold directly to the end user from the ILEC.

% Wholesale Lines

— Access lines sold to competitors (AT&T and MCH), which resell the lines to end
users.

YO AN y John Hodulik, CFA
&lﬁ’ UBS Warbury (212) 713-4226, john hodulik@ubsw com
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UNE-P Economics: What's the Big Deal?

¢ UNE-P Competition Has Intensified in Recent Months...
— MCI's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines)

AT&T (recently entered 3 SBC states [24M residential lines]; plans to enter NJ
{4.5M residential lines] in Sept 2002)

— Other operators
(

Sprint is considering this strategy; others include Z-Tel, Talk America, and
SupraTelecom (which added 120K UNE-P lines in FL in 2Q02)

¢ Due to More Favorable Economics of UNE-P for Competitors

— Public Utility Commissions continue to set lower rates

Recent reductions in California, New York, New Jersey, Pennsylvania

¢ Second Quarter Results Revealed the Bells’ Exposure
— Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q
_ SBC: 692K added vs. 358K in 1Q02; "
- BellSouth; 278K added, vs 239K in 1Q02;

- Verizon: 110K added vs. 64K in 1Q02

1T T LA ver John Hodulik, CFA
Ql% UBS Warburg (212) 713-4226, john hodulik@ubsw com
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UNE-P Economics: Summary Findings

4 Economics of UNE-P are Worse than We Originally Expected

— UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of
US residential lines)

— SBC’'s Ameritech region is the most attractive for UNE-P competitors

¢ UNE-P Line Growth Will Be Greater than the Market Expects

. 1
— UNE-P lines can be profitable in 33 states, suggesting further entry (82%
of US residential access lines)

— AT&T presents the most significant threat.
- Its 40% share of the consumer LD market presents an immediate target
- ATA&T sees opportunities in 14-17 states, but announced entry in 8 states.

— The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration).

2000a 2001a 2002¢ 2003e 2004e 2005¢
UNE-P Lines 2,923 5,652 11,152 18,146 22367 25,136
UNE-P Penetration 1.7% 3.4% 1.2% 12.2% 15.2% 17.3%

YC VY. - John Hodulik, CFA
% UBS W I)l”‘["]‘ (212) 713-4226, john.hodulik@ubsw.com ,
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UNE-P Economics: Summary Findings

¢ Long Distance Opportunity is Only a Partial Offset

— Bells only need to add 1.3 long distance customers for each UNE-P line added to
breakeven at revenue line

— However, the Bells need to add 5.4 long distance customers for each UNE-P line
added to breakeven at EBITDA line

— UNE-P IS AN EBITDA STORY, NOT A REVENUE STORY

2002 2003e 2004e 2005e
LD subs 19.905 34,524 41460 45223
UNE-P subs 11,152 18,146 22,367 25136
LD subs { UNE-P subs 1.8 19 19 18

¢ We Do Not Expect Near-Term Regulatory Relief

y - John Hodulik, CF
% UBS Warburg ohn Hodulik, CFA

(212) 713-4226, john.hodulik@ubsw.com .
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UNIE-P Economics: Summary Findings

SBC
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¢ Anticipate that EPS Will Decline in 2003 for the Bells
— EPS highly sensitive to growth in UNE-P

Revenue lost EBITDA lost EPS Impact assuming local line loss of Free Cash flow Impact
per line f mo per line!/ mo M M M 5M 1M M M 5M
$19.76 51704 $0.04 $0 08 $0.12 $0.20 $137  $274 $411 $685
¥ 89 1526 004 009 013 022 123 245 68 614
18 29 1565 0.06 013 019 032 126 252 377 629
1473 1198 005 009 014 024 96 193 289 481

— We estimate that 8M lines lost translates into $1B OpFCF loss

4 sSummary

Poor Economics of UNE-P + Higher UNE-P Line Loss

o UBS Warbure

= Lower Profit and EPS for the Bells

John Hodulik, CFA
{212) 713-4226, john. hodulik@ubsw.com 10
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UNIE-P Economics: Calculating the Impact

1) Calculate Revenue Impact Per Line Lost

2) Estimate Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins
L ]

3) Calculate Wholesale EBITDA Contribution

4) Estimate Future Line Loss in Each State

T L7 . John Hodulik, CFA
“?l% UBS Warbinrg (212) 713-4226, john hodulik@ubsw com



UNE-P Economics: Calculating the Impacl

1) Calculated Revenue Impact Per Line Lost

Local service revenue = + Basic local
+ Vertical Features
+ Access/intraLATA toll
+SLC

+ NP, 911 and other surcharges

UNE-P revenue = +Loop

+Local switching (fixed & variable) |

+ Tandem swilching
+Transport

Difference = Total revenue lost

Retail Revenue

Wholesale Revenue

Source: UBS Warburg LLC and company reports

o LIS Warburg

John Hodulik, CFA

(212} 713-4226, john hodulik@ubsw.com "
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